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ICELAND: KEY ECONOMIC INDI 


All values are in U.S. $ million unless otherwi 
a few 1981 projections are available; the main 
of this report. 


CATORS 


se indicated. Only 
ones are in the text 


% Change; unless 


1979 
Exchange Rate US$1 = 353 


INCOME, PRODUCTION, EMPLOYMENT 
GNP at Current Prices 2,838.6 2,382.5 
GNP at Constant 1969 Prices 

(billions of GKR) 54.8 56.0 
Average Labor Force (thousands) 101.8** 104.0* 
Annual Per Capita GNP, Current 

Prices (in dollars) 9,500 10,500 
Gross Capital Formation, 

Current Prices 557.6 603.1 
Indices: Industrial Pro- 

duction (Mfg.) (1970=100) 160.7 373.5 
Avg. Industrial Wage 

(Mfg.) (1971=100) 723.5 1,036.5 
Avg. Unemployment Rate (%) 0.3 0.4 
MONEY AND PRICES 
Money Supply (M2) in c 

million Gkr 102.92/ 150.8 
Loan: ("Interest Premium" D 

to Public) 33.0-/ 42.5 
{Short Term Commercial) 23.5 D/ 31.0 
Consumer Price Index 

(1968=100) 1,241.7 1,809.4 
BALANCE OF PAYMENTS AND TRADE 
Gold and Foreign Exchange 

Reserves 137.8H/ 164.2 
External Public Debt 48.7H/ 55.6 
Annual Public Debt Service 22:2 26.8 
Overall Balance of Payments 53.3 48.7 
Balance of Payments, Current 

Account 28.1 -23.1 
Balance of Trade (f.0.b. est., IMF 

formula) 34.3 38.7 


Exports, f.0.b. 652.9 788.8 
U.S. Share, f.o.b. (%) 29.3 28.0 
Imports, c.i.f. 682.7 825.2 
U.S. Share, c.i.f. (%) Fol 6.5 


Main imports from United States, 1979 (Quan: 


otherwise in- 
dicated 1980 
1978-79 indicator 
30.7% 480 


+45.7* 2,695.89/ 


"2.3 56.60/ 
* + 2.2 105.9%* 


+44.2 10,600 A/ 
+41.5* 726.1A/ 
+ 6.3 178.4Aa/ 


+43.3 1,569.5B/ 
+33.3 0.4** 


Cc 
C/ 446.6 233.2 


E/ 4 9 sees 45.0F/ 
E/ + 7.5*** 34.0F/ 


+45.7 2,675.0G/ 


H/ +26.41/ 170.087 
Hi/ + 6.97 2/ 61.997 
+ 4.6°T/ 4.8> 

-6 Ts 1.72 


-100 L/ 
10.3%, 
809-16, 
22.14 
874.8 

9.4= 


metric tons; value: 


millions of dollars, c.i.f.; from Statistical Bureau of Iceland): Auto- 


mobiles 920 (653 units), 7.6; tobacco products 


410, 5.0; corn and corn 


products 12,730, 4.1; fruit and vegetables 2,217, 3.9; manufactured 
consumer goods 1,617, 2.3; industrial machinery 503, 2.2; and paper and 


cardboard 2,352, 2.0. 


Footnotes: 


A/ End-of-year estimate by National 
Economic Institute; Central Bank 
of Iceland, Economic Statistics, 
quarterly, No. 4, November i/ 


1980. “~~ Movement toward surplus or 


as deficit, or total increase, is 
—/Annual avg. estimated by Wage 3," $ million vice percent 


Investigation Committee 7 
= As of 


c 
“~ As of November 30 


Yas of February 21) (final rates : 
E/ for respective years) ORCD. Economic Survey, Iceland, 


a As of December Nov. 
‘ Effective June 1) 


“~~ Nov. 1 '79 - Nov. 1 '80 average 


September 30 


Jan-June preliminary data 


1980 


* Change in aggregates denaminated 
in kronur not dollars 


H/ ** Calculated by Ministry of Social 
—‘as of end of year eee F tcenron 
, ercentage points 





Summary 


The Icelandic economy appears to have entered a period of low 
growth and high inflation. The Icelandic version of stagflation 
differs from the disease in other Western nations in two key re- 
spects -- the rate of inflation exceeds the European norm and 
it is accompanied by full employment. Real GNP in 1981 is ex- 
pected to grow about 1 percent, approximately at the same rate 
as in 1980. Inflation will be in the 50 percent range and 
possibly higher, depending on the impact of the Government's 
recently announced economic reform program. 


The present coalition government continues to rely on incomes 
policy as its primary instrument to maintain internal economic 
balance. Fiscal and monetary policies are a bit tighter than 

in recent years, but they are not so restrictive as to threaten 
full employment. The current account of the balance of payments 
has weakened, but the Government in 1980 was able to maintain 
reasonable external economic balance through a policy of gradual 
but almost daily currency devaluation and of judicious borrowing 
from abroad. 


The outlook for 1981 looks like a repeat of 1980 in many respects. 
However, basic wage increases granted late in 1980 have heightened 
both demand and cost pressures for inflation. To control in- 
flation, the Government responded by announcing a provisional law 
on December 31, 1980,which includes a temporary price freeze; 

a one-time reduction of the price-index factor in wage increases; 
selective easing of credit and some special new financing for 
industry; and a firming to the U.S. dollar of the krona, which 
fell from less than 400 to the dollar at the beginning of 1980 

to more than 600 to the dollar at year's end, 17 These 
controversial measures, which incidentally have not yet received 
Parliamentary approval, will need to be implemented vigorously; 
and most Icelanders expect that they will have to be supplemented 
by additional measures later in the year. 


In terms of its external accounts, Iceland in 1981 will have some 
elements working in its favor. The sharp deterioration which 
higher oil prices have imposed on the nation's terms of trade in 
the last 2 years is projected virtually to disappear in 1981. 

If this happens, the deficit in the current account should decline 
noticeably in 1981. Unless a serious disappointment occurs in a 
key sector such as'oil or fish, or in overall price movements, 

the nation should have sufficient foreign exchange resources avail- 
able to give authorities flexibility in their efforts to manage 
Iceland's considerable domestic economic difficulties. 


1 
a On February 10, 1981, the Icelandic Government devalued its 
currency by nearly 4 percent to improve its competitive 
position in foreign markets and linked the foreign exchange 
value of the krona to a basket of currencies instead of solely 
to the U.S. dollar. 





As to the implications for the United States, the outlook for improv- 
ing our Overall trade position is good. Our share of the market 
was up in 1980, with total U.S. dollar exports increasing by 

72 percent from $50 million in January - November 1979 to $86 
million in the same period in 1980. Further gains in a variety 
of product areas can be achieved if American exporters are 
willing to make the effort to deal directly with this small but 
wealthy market. On the investment side, Iceland's hydroelectric 
power potential is a major selling point for economic development 
in the form of power-intensive industrial projects. However, 
Icelanders continue to take a cautious attitude to capital in- 
vestment from abroad. The positions taken by the major political 
parties range from support to hostility and no clear national 
consensus has yet emerged. 


Part A - Current Economic Situation and Trends 


Full Employment Accompanies Iceland's Stagflation 


Iceland maintained full employment again in 1980. Price inflation 
continued very high, however. The average year-over-year increase 
in the cost-of-living index was about 58 percent in 1980 compared 
to 45.7 percent in 1979. Meanwhile, the country's economic 

growth rate slackened. 


Real GNP is expected to show a l percent gain in 

1980 over 1979 and aggregate an estimated $2.7 billion in 1980. 
Gross national income is actually thought to have declined by 

about 1 percent, because terms of trade worsened by about 5 percent 
in 1980. 


Iceland's principal economic policy objectives remain full 
employment and the maintenance of welfare programs. These objec- 
tives are supported by all parties for political and social reasons. 
Actions which would threaten the attainment of these objectives 
have been avoided. Although price stability is an object of 

worry to many Icelanders, it is not the first priority of Iceland's 
economic policy. 


To maintain internal economic balance, the Government has relied 
mainly on incomes policy. In 1980,fiscai and monetary policy 
included elements of restraint, but they were not strongly 
contractionary. To insure external balance, exchange rate policy 
in the form of frequent marginal changes in the exchange value of 
the krona was used. 


Incomes Policy 


The incomes policy, with its core of administered price controls 
and automatic wage indexation to price changes, has not been 
powerful enough to bring inflation under control. Indexed wage 
increases in 1980 followed the cost-of-living index with certain 
exclusions: alcohol and tobacco price increases, price inflation 
reflecting deterioration in Iceland's terms of trade; imputed wage 
increases for farmers within agricultural price rises, and tax 





increases to cover oil subsidies. In 1980, wage earners were 
compensated automatically for more than 80 percent of the cost- 
of-living index increase. 


Meanwhile,new agreements on basic wage-benefit packages for 
workers were reached in late 1980. Many months after the previous 
wage agreements had expired, labor and management representatives 
negotiated packages equivalent to increases ranging between 4 
percent and 11 percent of their respective basic wages. These 
gains enabled them to "catch up" substantially from a loss in 

real pay rates officially estimated at 6.3 percent from 1979 to 
1980. 


Fiscal and Monetary Policy 


Fiscal policy has shown one major success in 1980: the government 
budget for the calendar year, aided by tax increases, is expected 
to achieve balance. Monetary policy has been accommodating at 
times and restrictive at times. On the accommodating side, only 
part of the interest rate increase planned for 1980 was imposed. 
As a result, real interest rates remained negative as 1980 ended, 
and the rate increases previously scheduled for 1981 have been 
abandoned. On the restrictive side, credit expansion was firmly 
checked in September 1980. At that time, the Central Bank raised 
the penalty rate on its loans to those banks which needed to 
replenish their reserves up to the required minimum. 


External Accounts Deteriorate 


The overall balance of payments external accounts position deteriorated 
in 1980. This was due in part to higher costs for imported oil and a 
slowdown in the export of fish, and in part to lower exports of 
services: Icelandair's operating revenues on the North Atlantic 
route appear to have declined sharply in 1980. The current 

account deficit for 1980 is expected to reach $100 million, or 

about 3 1/2 percent of Iceland's GNP. This has been financed mainly 
by new foreign loans. Despite the deficit, Iceland during 1980 
experienced a gain of about $5 million in the dollar value of its 
foreign exchange reserves, which stood at roughly $170 million 

as of December 31, 1980. New borrowing raised:Iceland's long-term 
net foreign indebtedness to about $900 million in 1979 as compared 
to $870 million in 1978. The nation's debt service requirements, 
however, remain at a manageable 15.2 percent of exports. 


Exchange rate adjustment continued to play a dominant role in 
helping to balance Iceland's external economic relations. More 
than 58 percent more kronur were needed to buy a dollar at the end 
of 1980 than at the end of 1979: the dollar purchase value of 

the krona, 395.4 to the dollar on December 31, 1979, was 624.8 

to the dollar on December 31, 1980. 





Sectoral Problems 


The fishing and fish processing industries, which in 1979 
accounted for three-quarters of Iceland's export income, ran into 
some difficult problems in 1980. The total fish catch amounted 

to 1,484,000 MT in 1980 as compared to 1,641,000 MT in 1979, a 
decrease of 10.5 percent. The catch of cod increased by 14.2 
percent from 359,000 MT in 1979 to 410,000 MT in 1980. However, 
the catch of capelin for fish meal and oil reached a disappointing 
total of about 760,000 MT for 1980, down from 965,000 MT in 1979. 


The marketing of cod ran into problems. These were due in con- 
siderable part to the large increase in the size of the catch. 
But there was some weakening on the demand side: the U.S. market 
for frozen cod fillets did not grow as it had in the past. These 
two factors caused inventories to soar in spring 1980, and long 
summer furloughs for fish freezing plant employees resulted. 
Meanwhile, the financial burden imposed on the freezing plants 

by their unsold inventories was made worse by Iceland's high 
nominal interest rates. In early fall, the National Economic 
Institute predicted heavy 1980 losses for both the fishing and the 
fish processing industry; but a recovery in the U.S. market, 
together with the managed downward slide of the krona, improved 
these industries' combined profit position toward year's end. 


Outlook for 1981 Guarded 


The National Economic Institute has projected real GNP growth for 
Iceland of about 1.1 percent in 1981, a shade larger than the 

1980 growth estimate. Unemployment is expected to remain minimal; 
the balance-of-payments current account deficit is expected to 
recover substantially from the 1980 deficit in 1981. These fore- 
casts assume the following conditions: a recovery in private con- 
sumption; a decline in investment, especially in housing; a cod 
catch in the neighborhood of 380,000 to 400,000 tons and a recovery 
in the foreign demand for fish;and a levelling off of the terms 

of trade. 


Inflation and Sectoral Problems Still Threaten 


The recent wage agreements, the most costly of which were reached 
after the Institute issued its projection, appear large enough to 
heat inflation on two fronts. Unless the Government's year-end 
economic measures put a very firm lid both on prices and on wages, 
consumption and inflationary pressures will rise on the demand 
side, while firms' costs continue upward on the supply side. 


The fishery sector particularly has been a victim of cost-price 
squeezes. In Iceland's indexed economy, current business costs 

have tended to rise at a speed approximating the rate of inflation. 
For the fishing industry, this has created a need for a rapid 
increase in the raw fish price, and special upward pressure on that 





price has been exerted by the need to raise fishermen's wages, 
which are a percentage of the catch. The Icelandic fish processing 
industry in 1980 had difficulties in obtaining higher dollar 

prices overseas. The main problems were third country competi- 
tion and a somewhat weakened U.S. market. Thus, to meet its 

higher krona costs, the industry felt it had no choice but to 
appeal for depreciation of the krona. This in turn induced 

further inflation through higher krona-denominated prices. 


The Icelandic authorities have repeatedly shown their awareness 

of the danger presented by high, endemic inflation. The April 1979 
program was a major first step in bringing order to price move- 
ments in Iceland, and monetary and fiscal policy subsequently 
stiffened somewhat. However, it is difficult for the full Cabinet, 
let alone Parliament (for measures requiring legislative approval), 
to agree on what to do about inflation, given the current three- 
party government coalition. This includes elements across the 
political spectrum from far left to right, with considerable con- 
flicts both over ideology and among competing interests. The 

need to keep the peace with organized labor, which did not agree 
until late 1980 on successor contracts to those which had expired 
in 1979, has imposed an added need for caution in economic policy. 


Government Presents New Economic Measures 


On December 31, 1980, the Government introduced a new anti-inflationary 
package in the form of a provisional law. Its main features 
include a price freeze; a reduction of the price-indexed contribu- 
tion to the wage increase scheduled for March 1; financial 
assistance including special loans and a selective easing of credit 
terms, particularly for producers of internationally traded goods; 
and a stabilizing of the krona's foreign exchange value. Thus, 

the government now will seek to keep its export industries afloat 
by easing costs through improvement of the industries' domestic 
credit position, rather than attempting to maintain their inter- 
national competitiveness through a downward slide of the krona. 

The program went into effect at the beginning of January 1981, 
subject to approval in the Parliamentary session scheduled to 

begin late in the same month. Initial reactions from opinion 
leaders suggested that legislative debate on the program would be 
sharp, that steadfastness will be required in implementation, and 
that further measures are likely to be required as the year pro- 
gresses. 


The New Krona 


The issuance of new economic policies was linked to a change in 
Iceland's monetary system. Inflation over the years had created 
a situation where calculations in Icelandic currency had become 
very cumbersome. For example, a-simple item like a liter of 
milk cost several hundred kronur, while annual salaries ran into 
millions. To simplify business processes and records, the old 
kronur (designated the Gkr.) were replaced on January 1, 1981, by 
the new kronur (designated as the Nykr). One hundred old kronur 
(100 Gkr.) are equal to one new krona (1 Nykr.) from January l, 
1981 onward. The currency unit below the krona is called the 





eyrir (pl. aurar). There are 100 aurar in one new krona. Old 
kronur may be used in commercial transactions until June 30, 
1981 and for exchange at the Central Bank until December 31, 
1982. 


To summarize, Iceland's prospects for 1981 are generally favorable 
for continued prosperity, although they are subject to some 
uncertainties and difficulties. The total fish catch is expected 
to continue to be high in 1981 and the overseas fish markets 

look fairly good. There is some hope for a respite in 1981 from 
the large oil price hikes, which have battered Iceland along with 
most other nations since December 1978. 


Over the longer term, Iceland's economic progress will depend on 

its ability to diversify its economy. To this end, there is 
considerable interest among Icelanders in establishing new pro- 
cessing industries which would take advantage of Iceland's huge 
potential energy sources. But it takes time to work out the many 
technical and financial problems with projects of this nature. 

More fundamentally, Iceland does not have a political consensus 

in favor of diversified industry on a scale commensurate with the 
country's power potential. Difficult ideological questions re- 
garding foreign participation and ownership have yet to be resolved. 


Part B - Implications for the United States 


Rising U.S. Market Share Holds Room for Improvement 

Imports into Iceland from the United States, buoyed by aircraft 
purchases, increased 72 percent in the first 11 months of 1980 

to $86 million as compared to the corresponding period in 1979. 


The immediate outlook is for further, if slow, expansion in this 
small but rich market. Per capita GNP in 1981 should exceed 
$10,000. 


American exporters, with an estimated 9.4 percent of the Icelandic 
market in 1980,are in a favorable position to expand their share. 
Many U.S. goods are highly price-competitive despite the tariff 
advantages enjoyed by EC and EFTA member countries. Icelandic 
importers in recent years have shown a readiness to move away from 
the traditional Nordic suppliers, when the right products were 
offered elsewhere. Finally, U.S. goods, particularly industrial 
goods, continue to enjoy a good reputation in Iceland. 


Ocean freight rates between the United States and Iceland remain 
higher than between Iceland and Europe. The large Icelandic 
shipping firm Eimskip continues to serve several U.S. East Coast 
ports; and late in 1980, the smaller firm Hafskip began to serve 
New York City and Norfolk, Virginia. The financial problems of 
Icelandair have caused a reduction in the frequency of its New 
York service to three times a week in winter, with slower U.S.- 
Iceland mail service as one incidental result. 





Market Opportunities Require Effort to Exploit 


American suppliers of manufactured goods ordinarily will have to 
make a real effort to take advantage of the opportunities offered 
by the Icelandic market. Icelandic users of foreign products by 
and large demand high quality to justify the prices they must 
pay, which are substantially increased by taxes applied to all 
imported goods. All suppliers must be willing to accept the 
small-volume orders proper to a country with fewer than 230,000 
inhabitants. 


Icelandic importers set particular store on being able to deal 
directly with U.S. producers for export, rather than with their 
European representatives or distributors. For a prospective im- 
porter, there is no substitute for prompt, accurate, and detailed 
responses to inguiries directed to the head offices of companies 
from which he or she is interested in buying. 


Particular Product Sectors Offer Opportunities to. <8. Exporters 


U.S. exports of tobacco products, fruits, vegetables, corn, wheat 
flour,and cereals remained strong in 1980. Auto sales slipped 

as Iceland's remarkably high motor gasoline prices tilted consumers 
toward the most fuel-efficient vehicles they could find. This 
decline, however, was more than made good by 1980 aircraft sales, 
which includeda Boeing 727-200 purchased by Icelandair. 


Noteworthy opportunities continue to occur for exports of U.S. 
products in diverse fields: industrial machinery, including fish 
processing equipment, power generators and metal-manufacturing 
machinery; telecommunications equipment; electrical machinery; 
office machines; medical, scientific and miscellaneous measuring 
instruments; paper and rubber manufactures; nonferrous metals; 
lumber; yarn; consumer goods, including furniture, toys, sporting 
and other apparel, sports equipment (particularly for winter), 
bicycles, model airplanes, and a wide variety of indoor recreational 
equipment; frozen foods; steel pipes; and computers and peripheral 
equipment. 


Investment Outlook is Guarded 


Iceland in the future may offer increasing opportunities to 

U. S. investors. Such opportunities would be especially likely 
in power-intensive industries. These can take advantage of 
Iceland's abundant hydroelectric power potential, and they can 
help diversify an economy now sharply skewed toward fish. The 
lead time for such investment is long, however, because new power 
capacity has to be developed to accommodate each new manufacturing 
facility. 


Icelandic hesitancy to accept the foreign influence implicit in 
foreign investment remains strong. This reserve is complicated 
by some influential Icelanders' opposition on principle to foreign 
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private ownership of Icelandic production facilities. Only three 
plants with major foreign participation currently are operating 

in the country, and each new overseas investment in manufacturing 
or resource exploitation will encounter political opposition tinged 
(except in the fishery sector) with fears about the environment. 


Ordinarily all projects entailing investment from abroad are joint 
ventures with majority Icelandic participation. In sum, the 
possibilities for investment, though limited both by Iceland's size 
and by its wish to avoid excessive foreign influence, remain worth 
watching. 
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